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FOREWORD 


This Discussion Paper was written in response 
to numerous requests from the construction industry for 
both major and minor amendments to The Mechanics!’ Lien 
ACia ine wbrarct Construction Lien Act contained in 
the Discussion Paper is designed to replace The Mechanics' 
Lien Act. 


The Draft Construction Lien Act attempts to 
accomplish three objectives. First, it is intended to 
make the major revisions to the lien legislation about 
which consensus has been achieved within the construction 
industry. Second, it presents for consideration a number 
of modifications intended to improve the operation of the 
lien legislation. The third objective has been to 
completely restructure and rewrite the lien legislation 


with a view to making it more comprehensive and accessible 


to those whose security depends upon it and to those 
whose actions and obligations are determined by it. 


The Discussion Paper is composed of two Parts. 
Part I discusses the reasons for lien legislation, the 


background to the Draft Act and consumer home improvements. 


It also contains a summary of the specific proposals 
embodied in the Draft Act. Part II consists of the 
Deart Construction Lien Act. This Part is in chart form, 
providing the Draft, a section-by-section explanation 
and the corresponding provisions of the existing 
Mechanics! Lien Act. 


Most of the problems of the construction industry 


cannot be solved by legislation. However, the Draft Act 
is the Ministry's attempt to devise legislation that will 
provide security without unnecessarily impeding the flow 
of capital within the construction industry. 


The Draft Construction Lien Act is intended to 
serve as a model for discussion. It is not engraved in 


stone. I will welcome any suggestions that interested 
individuals or groups may have for improving the proposed 
legislation. In addition, I have established an Advisory 


Committee of experts in the field of construction liens 
to review the Draft Act and the suggestions received from 


the public. Comments made by the public and by the Advisory 


Committee will be of great assistance in preparing a Bill 
ter introduction in ‘the’ Legislature. 


Comments, briefs and suggestions should be sent 
by February 28, 1981, to the Policy Development Division, 


Ministry of the Attorney General, 17th Floor, 18 King Street 


Hast, WeLoOronto, Ontario, .M5C. 1¢c5. 
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PART 1 


The Reasons For Lien Legislation 


The demand for special protection for the 
suppliers of services and materials to the improve- 
ment of land has grown out of the complicated nature 
of the construction industry and the perceived 
inadequacy of ordinary contractual remedies. 


Every construction project involves several 
tiers ,of contractual relations... A-construction 
project may be viewed as a pyramid. The owner stands 
at the. apex of this pyramid. - He hires,the.main 
contractor. 'Thelecontractor,..in.turn; .engages..the 
services of a number of subcontractors. Each of these 
may hire further subcontractors, all of whom will be 
responsible for specialized aspects of the project. At 
€ach step the base of the pyramid is broadened, as 
the number of persons supplying services or materials 
to the improvement increases. 


This pyramid results in a complex web of 
relationships. Each person arranges for the supply 
of specific services or materials to the improvement, 
knowing that those services and materials will 
actually be supplied by persons other than the person 
with whom he deals. Conversely, each person looks 
to those with whom he has an agreement for payment, 
knowing that money for that payment must come from 
someone further up the pyramid. A supplier of services 
or materials in a construction project may be greatly 
affected by the behaviour of many people with whom he 
has no contractual relationship. A bankruptcy or 
default of one individual ‘upon a contract, or subcontract, 
can have ruinous effect on an entire building project. 


Ordinary contractual remedies appear ineffective 
to deal with this web of relationships. If an owner 
refuses to pay for the work that has been. done on his 
premises, those at the bottom of the construction 
pyramid who, in fact, have done most of the work, 
have no contractual claim against the owner. The lien 
legislation is designed to provide remedies where 
the old remedies of contract law are insufficient. 


Thus, the major reason for creating lien 
legislation is to provide remedies for the suppliers 
of services and materials that go beyond contractual 
rights. Lien legislation has been the Legislature's 
attempt to deal with the complex web of relationships 
in the industry. It has been an attempt to prevent 
the total destruction of the web when parts of it fail. 


The legislation creates two statutory types 
of rights — lien rights and trust rights. The lien 
is a right over the owner's premises in favour of 
persons who supply services and materials to improve 
the owner's premises. The owner can protect himself 
from having his property sold to pay claims by following 
the proper payment procedure set out in the Act. The 
trust rights give some protection to suppliers of 
services and materials primarily in cases where an 
owner, contractor or subcontractor becomes insolvent 
or Dankrupe.: 


Another major reason advanced for retaining 
lien legislation relates to the financing of the industry. 
The building industry is highly dependent upon credit. 
The protections afforded by The Mechanics! Lten Act 
have now become an integral factor in the provision 
of credit to that industry. The Act ensures that credit 
will be made available, despite the undercapitalization 
of many firms engaged in the construction industry and 
the high rate of insolvency in that industry. 


For these reasons, there is virtual unanimity 
within the construction industry that continuation 
of the protections afforded by The Mechanies' Lten Act 
isYessential to the-healtth”"of ‘the industry. ~~ -At’the 
same time, however, there is a general consensus 
within the industry that the present operation of the 
Act is unsatisfactory and that this area of the law 
is ripe for reform. 


Background To The Draft Construction Lien Act 


The rights given to constructors under 
The Mechanics' Lien Act are entirely creatures of 
statute. The common law, or judge-made law, provided 
NO Simiiat rignts. in 1/79L the’ state, of Maryland 
became the first common law jurisdiction to enact 
legislation providing’ fora’ construction lien. 
Other legislation has now been enacted in almost 
every North American jurisdiction. In 1873, Ontario 
became che first Canadiam jurisdiction’ to ‘enact: legi's- 
lation providing for jal construction, wen, 


Since The Mechanitcs' Lien Act was first 
enacted, Ontario has evolved from a largely agricultural 
society to a heavily industrial one. During this 
period, The Mechanics’ Lien Act has undergone major 
amendment on an average of once every twelve years. 

New ideas have been grafted onto the old. For example, 
the basic lien provision ‘was first enacted in 1873, 
but the trust provisions were not added to the Act 
until 1942. Significant changes have also been made 
to many of the key concepts contained in the Act 

since they were first introduced. Although the Act 
was revised in 1969, upon the recommendation of the 
Ontario Law Reform Commission, some of the benefits 
that were hoped for from that (revision have 

not materialized. In addition, new problems have 
arisen. In recent years, there have been an increasing 
number of complaints made about the operation of the 
ACE. 


in 19/5) anu aoain im 29/78, the’ Council’ or Ontario 
Contractors Associations (C.0O.C.A.), the associations 
representing architects and professional engineers, 
and the Construction Industry Credit Bureau Division 
of Creditel, acting jointly, requested that significant 
amendments be made to The Mechaniecs' Lten Act in order 
to Clarity, rights and obligations and tovrectify 
inequities under the Act. The Ministry of the Attorney 
General was consulted frequently during the development. 
of the 1978 proposals. Since that time, officials 
within the Ministry have met and consulted frequently 
with representatives from such groups as: major 
contracting firms; builders in the commercial, industrial 
and residential sectors’ trade unions? trade councils; 
major subcontractors; road,sewer and watermain 
constructors; architects and engineers. Significant 
representation has also been received from numerous 
lawyers specializing in the field of mechanics' lien law. 
As the list of requested changes grew, it became clear 
that mere amendment of the existing Mechantiecs' Lten Act 
would be inadequate to effect the major changes requested 
by the industry. Moreover, discussions with persons 


in various segments of the industry revealed that 
there were major discrepancies in the way that the Act 
was being interpreted. As a result of a century of 
major and minor amendments, the Act has become 
incomprehensible. The incomprehensibility of the Act 
to those who are required to deal with it indicates 
that the..Act is; not:.as, useful ,.a tool of the industry 
as it might be. 


The concern of the Ministry of the Attorney 
General is not merely academic. Mechanics' liens 
is one of the most litigated areas of the law. 
At any given time, tens of millions of dollars are 
tied up in court as a result of mechanics’ lien 
litigation... .Much of. this litigation seems to result 
from conflicting interpretations of The Mechantes' Lten Act. 


In its 1966 Report on The Mechanics’ Lten Act, 
the Ontario Law Reform Commission expressed the need 
for substantially rewriting the Act. Although 
the Commission's specific recommendations for amendment 
were implemented in 1969, the Act has not been rewritten. 
In its present form, the Act is unapproachable by 
laymen, uninformative to the industry and repugnant 
to most lawyers. The Ministry of the Attorney General 
came to the conclusion that it should be rewritten. 


The Draft Construction..Lien Act set out in 
this Discussion Paper is a step towards the rewriting 
of the law of mechanics' liens. Because of the complicated 
nature of the relations with which it must deal, any 
statute pertaining to construction liens is bound to 
be complex. However, a complex subject need not be 
incomprehensible. Thus, one major objective behind the 
preparation of the Draft Act has been a desire to 
produce a more straightforward, comprehensible piece of 
legislation, written,in a style as simple as the subject 
will allow. 


Consumer Home Improvements | 
The impact of construction lien legislation 

is most significant in the commercial, industrial 

and residential development sections of the building 

industry. However, private individuals building or 

renovating their homes also fall within the scope of 

the Act if they hire someone to work upon their 

property. The application of the Act to such consumer 

home improvements has been a cause of some concern to 

the Ministry. It is said that homeowners rarely comply 

with the legislation. This failure is attributable 

both to their ignorance of the law and also to the 

fact that they may have difficulty in getting contractors 

to work upon their premises if they maintain the holdback 

required by the Act. Thus, some suggestion has been 

made that the Act should not apply to consumer home 

improvements. 


For a number of reasons, the Ministry has come 
to the tentative decision that consumer home improve- 
ments Should not be exempt from the Act. If one agrees 
with the view that an owner should be liable to persons 
who have supplied services or materials to the improve- 
ment of his premises if he fails to pay for an improve- 
ment made to it, then it is difficult to justify the 
exception of a class of owners from such Jiabilatry: 

The suppliers of services and materials to the home 
improvement market are particularly vulnerable 
financially, because they are small businesses without 
financial reserves. Furthermore, the effort to exempt 
such improvements from the scope of the Act would 
inevitably result in the drawing of arbitrary 
distinctions regarding the supply of similar types of 
services and materials. 


However, there are certain features of the 
Draft Act that, if implemented, would reduce the impact 
of lien legislation on consumer home improvements. 
The requirement to pay the holdback into a J7Oint trust 
account does not apply in the case of improvements 
where the value of the work to be done does not exceed 
e150;7/000.. 9 "Lt would, therefore, not apply to home 
improvements. The percentage to be held back by an 
Owner would be reduced from the 15% he is now required 
to withhold, to 10% of the money due to the contractor. 
This would mean that if an owner did not retain the 
required holdback his maximum liability would be 103 
of the contract price. 
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Summary of Specific Proposals Embodied in the Draft 
Construction Lien Act 


THE HOLDBACK RATE UNDER THE DRAFT ACT WOULD BE 10% OF MONEY DUE, 
INSTEAD OF THE 153 RATE CONTAINED IN THE MECHANICS’ LIEN ACT. 


At present, The Mechantes' Lien Act reguires 
an owner to withhold from payment 15% of the value of 
all work done on a construction contract during the 
period in which a lien may be preserved. The Draft 
Act would reduce the rate of holdback to 10%. This 
reduction continues a trend which began in the 1960s. 
Prior to the revision of the Act in 1969, a holdback 
of 20% was required on contracts where the value of 
work to be done was less than $25,000, and 15% when 
the contract exceeded that amount. 


Mraditionallv, the holdhack rate has heen set 
at the prevailing margin of profit within the construction 
industry. Where the holdback relates to Lhe proricy une 
contractor and subcontractor receive enough payment to 
satisfy their obligations to those who supply services 
or materials under agreement with them. The current 
rate of profit in the construction industry TS nO Longer 
near 15%. It now runs closer to 5%. Thus, a contractor 
or subcontractor from whom a holdback has been retained 
must often borrow money in order to pay for the services 
or materials which have been supplied to him. This 
borrowing increases the possibility of insolvency by a 
contractor or subcontractor. Insolvency of a contractor 
or major subcontractor imperils the completion of a 
project and the real security of everyone involved. 
Thus, the holdback,though designed to provide security 
to the suppliers of services and materials, can endanger 
that security if it is set too high. 


Reduction of the holdback to the actual levels of 
profit, approximately 5%, would mean its virtual elimination. 
This would not be acceptable to most segments of the 
industry. Both the Nova Scotia Law Reform Commission and 
the Manitoba Law Reform Commission have recommended that 
the rate of holdback be reduced to 10%. The 10% figure 
seems to be a more reasonable rate of holdback, and has 
been incorporated into the Draft Act. 


Li 


THE DRAFT ACT WOULD PREVENT PEOPLE FROM CONTRACTING AWAY THEIR 
RIGHTS UNDER THE ACT. 


The Mechantes' Lien Act permits all persons 
having a lien, other than a workman earning less than 
$50 a day, to waive their rights under the Act. 
Since there are few construction workers who earn less 
than $50, this means that almost everyone may contract away 
his rights. Although this provision was designed to 
facilitate other forms of security, it has become a 
trap for the unwary and innocent. 


In certain segments of the industry, it has 
become standard practice to insert a waiver clause 
into all contracts. Experienced contractors and sub- 
contractors, who understand the meaning of the clause, 
will look for this provision and strike itout before 
Signing the contract. Unfortunately, less experienced 
persons who are most in need of the protection afforded 
by the Wien (provisions) ofs the, Act»! often’ sign away their 
rights. For this reason, the Draft Act renders void 
any clause in a contract or subcontract providing 
for the waiver of any rights under the Act. 


THE DRAFT ACT WOULD CLARIFY THE NATURE OF THE TRUST PROVISIONS 


The Mechanics’ Lien Aet contains a number of 
provisions which impose separate trust obligations 
upon owners, contractors and -subcontractors)')-’The’ trust 
provisions are designed to ensure that all persons 
who are owed money by these people are paid. 
A person who misappropriates trust monies, or who fails 
to take reasonable steps to safeguard the interests 
Of the beneficiaries of the trust, is liable to 
any beneficiary who suffers damage as a result. While 
there is great support within the industry for the 
basic idea of having trust obligations, there is great 
dissatisfaction with existing provisions of The Mechanics" 
Lien Act. The existing Act creates a structure of 
rights without explaining the nature of that structure 
or how it is intended to operate. It imposes duties 
of an uncertain magnitude and does not specify how 
these duties are to be discharged. Confusion has sometimes 
led to prolonged delays in the making of payments, because 
Owners who have been notified of a possible breach 
of trust by someone else are unsure of how 
to discharge their own obligations as trustees. 


LZ 


In the Draft Construction Lien Act, the 
provisions dealing with the trusts have been completely 
rewritten. An effort has been made to define clearly 
the extent of each person's trust obligations and 
the way in which those obligations may be discharged. 
The Draft attempts to spell out what an owner or 
other trustee must do if he receives notice of a 
possible breach of trust: how much money he must 
retain and what he is to do with that money. 


The trust provisions of the Draft Act have 
been drafted on the assumption that the trust should 
be a remedy independent of, but complementary to, 
the ‘lien “provisions of the Act." Because a4 trust claim 
is less formal than a lien, a person making a trust 
claim will not require the assistance of a lawyer. 
Because the giving of notice of an impending breach 
of trust under the Draft is less cumbersome than the 
preservation of a lien, and because there is an 
expeditious means of disposing of trust disputes, 
it is possible that trust claims will come to replace 
the registration of liens as a means whereby sub- 
contractors and workers ensure that they are paid. 

If this occurs, few lien claims would be registered. 
This would be beneficial to the industry, because 

there would be no interruptionsin the flow of financing 
to an improvement. 


THE DRAFT ACT WOULD CLARIFY THE LIEN PROVISIONS 


The nature and extent of the lien are clarified 
in the Draft. In addition to the simplified drafting, 
a few substantive changes are made. 


The extent of anowner's liability is extended 
in two cases. Under the Draft Act,where one joint 
or co-owner improves premises, the interests of 
the other joint or co-owners are attached by the lien, 
unless the person making the improvement is informed 
that the owner contracting for the improvement is not 
acting as agent for the other owners. 


In addition, a new right to a lien against 
a municipality is given. It applies where, pursuant 
to an agreement with a municipality, a developer 
of a subdivision builds a road, sewers or watermains 
at his own expense. At present, those who supply 
services or materials to the road, sewers or watermains 
have no lien rights against the developer of the sub- 
division, because the land has become the property of 
the municipality; and no rights against the municipality, 
because the municipality has not paid for the improvement. 


tl) 


THE DRAFT ACT WOULD PROVIDE A SYSTEM FOR THE SECURING OF HOLDBACK 
FUNDS 


The Draft Act contains proposals which would 
provide for a system of securing the holdback based 
upon the following principles: 


(a) On construction contracts, where the value of 
work to be done exceeds $150,000, other than 
Crown or municipal contracts, the owner would 
be required to pay the actual amount of the 
holdback into’ a joint trust account. 


(b) The account would be an interest-bearing trust 
account, held jointly in the name of the owner 
and the general contractor, as trustees 
for the benefit of all persons entitled to liens. 


(c) Persons having liens could require the owner 
andy contractor’ to provide them with’ all 
relevant anformation, pertaining to® the fund? 


(d) If the owner refused to pay the holdback into 
such an account, he could be ordered to do so 
byrareourtt 


(e) The lien would be a charge upon the sums deposited 
into the account: 


(£) Interest accruing on the account would be 
distributed on a rateable basis to those 
entitled to the holdback. 


(g) Funds would be paid out of the account on the 
joint signature of the owner and contractor. 


The holdback represents money already earned 
by those who have supplied services or materials to 
a construction project. Despite this fact, very often 
those persons find that the owner has not set aside 
this money and that their claim to a lien against the 
premises is lower in priority to those of other secured 
creditors of the owner. Although the Act gives 
constructors a right to enforce their claim against 
the premises, this right will often be subordinate 
to the claims of mortgagees. If the value 
of the mortgage, including accrued interest, exceeds 
the value of the premises, then the right of the lien 
claimant against the premises is illusory. 


The existing holdback provisions, in some cases, 
may contribute to the rate of insolvency in the 
industry. The Act requires the owner to withhold 
money which has already been earned from those who 
elLenentitied £O it. However, it does not require 
that the owner set the money aside to satisfy the 
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claims of any lien claimants. The present notional 
holdback permits owners to retain money belonging 

to those who have worked on an improvement long after 
it would be payable if there was no legislation. 
Thus;.the holdback; operates rasman interest-free loan, 
used to help finance the owner's project. This was 
not the intention of those who created the holdback 
system, but it has become one of the effects. For 
this reason, the Draft Act contains provisions 
requiring that the holdback on major projects be 
secured. These provisions are found in Part IV of 
the Act. 


THE DRAFT ACT WOULD CLARIFY BOTH THE EXPIRATION OF LIEN RIGHTS 
AND THE TIME WHEN HOLDBACK FUNDS MAY BE RELEASED 


No owner may properly release the holdback 
on a construction project until the expiration of 
the time for preserving a lien against that holdback. 
Where a holdback is properly retained, the lien is 
converted from an interest in the premises to a charge 
against the holdback. Thus, the holdback keeps an 
owner safe from liability and protects his premises 
from sale. Any doubt as to whether anyone may still 
claim a lien against a holdback must result in the 
owner retaining the holdback. Unfortunately, some 
concepts in the existing Act are so confused that 
owners may have difficulty in determining when the 
holdback may be safely released. In particular, 
many problems stem from the ambiguity of the Act as 
it “pertains to*the expiration of Yiien rights under 
completed subcontracts and substantially performed 
contracts: 


When The Mechanics’ Lten Act was revised in 
1969, the apparent intention of the Ontario Law Reform 
Commission was to permit the safe release of the 
holdback when the project was substantially completed, 
that is, when the improvement was ready for use, even though 
considerable finishing work remained to be done. That 
intention has not been fully realized. 


The Draft Act contains provisions designed to 
provide for the conclusive determination of the date 
of substantial performance of a contract or the 
completion of a subcontract. The expiration of lien 
rights under this Actis ;directiy.~retated, towthese 
dates. It is hoped that these. modifications .to the 
law will enable the speedy release of holdback funds, 


tes 


without jeopardy to owners or disregard for the rights 
of any person who has worked on the improvement. 


THE DRAFT ACT WOULD PROVIDE FOR WIDER RIGHTS TO INFORMATION THAN 
EXIST UNDER THE MECHANICS’ LIEN ACT. 


While Ontario's Mechanics’ Lten Act provides 
for significantly wider rights to information than 
are available under the legislation of the other 
provinces of Canada, the rights provided under the 
existing Act do not appear to be sufficient. The 
Draft Act would expand these rights. Wider rights 
to information should both prevent abuse of the 
Act and facilitate the enforcement of valid claims. 


Under the Draft Act, it would be possible to 
cross-examine the deponent of an affidavit verifying 
a claim for lien before the commencement of a lien 
action. This right is not available at present. 
Such a right should help to police the registration 
of liens, to ensure that only valid claims are made. 
In addition, all interested persons will now be 
entitled to obtain information about the contract, 
or any subcontract, mortgage, charge or agreement of 
purchase and sale, even before an action to enforce 
a lien has been commenced. Often this information 
will influence the decision of whether or not to 
proceed with an action. By making this type of 
information available early, the number of fruitless 
actions should be reduced. 


THE DRAFT ACT WOULD CLARIFY HOW LIENS MAY BE DISCHARGED. 


The provisions of The Mechantes' Lien Act 
dealing with the discharge of liens are highly 
ambiguous and confusing. The Draft Act contains 
provisions designed to clarify the means by which 
a lien may be discharged. Essentially, a lien may 
be discharged by: (1) release by the lien claimant; 
(2) payment into court of an amount reasonable 
in the circumstances to satisfy the lien claims 
which have been made; or (3) order of the court, 
Where the circumstances are appropriate. A discharge 
would be irrevocable and would terminate the lien as 
an interest in the premises. 


16 


THE DRAFT ACT WOULD REFORM ENFORCEMENT PROCEDURE. 


Many complaints have been received about the 
procedure forenforcing claims related to the making 
of an improvement. By far, most of these complaints 
relate to the present impossibility of joining trust 
and other claims with an action to enforce a lien. 
In any ordinary Supreme Court action, all related 
Claims may be joined into a single proceeding. 
Such joinder reduces the chance of inconsistent 
verdicts, eliminates the need for multiple proceedings 
and reduces the costs of enforcing» rights. 


The Draft Act has been developed upon the 
assumption that duplication of proceedings should 
be avoided. As far as possible, a court hearing of 
a lien action should be empowered to dispose of 
all related.issues dn.a.single proceeding. | Therefore, 
the Draft makes provision for the jOinder of all 
Claims related to the making of an improvement into 
a lien action. Under the Draft Neti, joundewcapoies 
irrespective of whether these claims are founced in 
Trust srcontLact,.itort hsonethe hiem,|rso slong as? i@ cts 
practical for joinder to be permitted. The court is 
given a supervisory power to order the severence of 
any claim, other than a lien claim, from a lien action 
where it appears to be in the interests of “justice sto6 
do so. The provisions of the Act in nespect(tolsjoinder 
are permissive. The Act still permits separate actions 
to be brought to enforce claims other than lien claims. 


Jurisdiction over lien actions is vested 
exclusively in the Supreme Court of Ontario. THemost 
cases, this jurisdiction will be exercised by a local 
judge of the High Court, or on a reference to a master 
OF local master: 


THE DRAFT ACT WOULD CLARIFY PRIORITIES BETWEEN CONFLICTING INTERESTS 


The provisions of The Mechantes'’ Lten Act 
respecting priorities between conflicting interests 
are bewildering. They are scattered randomly throughout 
the Act. Priorities between trust claims are not even 
discussed. The Draft Construction Lien Act establishes 
a general scheme of priority basically reflecting court 
decisions. 
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